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The Predictive Nature of Financial Ratios
Abstract
This paper will attempt to systematically relate financial ratios to short term stock performance. In this study I
hope to succeed where others have failed. Using an ordinary least squares (OLS) regression, I will attempt to
find a robust model for the prediction of short term stock prices.
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Introduction
I
QYHVWPHQWLQ¿QDQFLDOVHFXULWLHVLVDQLPSRUWDQW
aspect of the American economy.  Each day, 
1.46 billion shares of stock are traded on the 
New York Stock Exchange.  The average daily 
value of shares traded is roughly $46.1 billion 
1<6(   3HRSOH GHSHQG RQ VHFXULWLHV
markets for their jobs, their livelihoods, and their 
retirements.  For some households, the only source 
RILQFRPHOLHVLQUHWXUQVIURP¿QDQFLDOVHFXULWLHV
Because these instruments are so important, they 
are studied on a regular basis.
Each day, people decide to take risks by 
entering the securities market.  Some investors rely 
on public information to choose which securities 
they should buy; others use sophisticated models 
that they hope will give them a money-making 
edge in this strictly competitive market.  Using 
their models, these investors continually evaluate 
securities and the companies they represent. 
With these strategies, some people become rich; 
many more lose everything.  “About two-thirds 
of all active investors will under perform index 
IXQGVHYHU\\HDU´7D\ORU0DQ\RIWKHVH
investors’ stock portfolio choices will perform 
more poorly as a whole, than a market basket, 
or selection of stock from across the market. 
2EYLRXVO\WKHORZVXFFHVVUDWHLQ¿QDQFLDOPDUNHWV
LQGLFDWHVLWLVTXLWHGLI¿FXOWWR¿QGDUREXVWPRGHO
IRUPDNLQJ ¿QDQFLDO SUHGLFWLRQV  ,Q IDFWPDQ\
¿QDQFLDODQDO\VWVVD\WKDWWKHVWRFNPDUNHWLVDQ
HI¿FLHQWPHFKDQLVP7KLVLGHDFRPPRQO\NQRZQ
DVWKHHI¿FLHQWPDUNHWK\SRWKHVLVVD\VWKDWWKHUH
LVQRPRQH\WREHPDGHZLWKLQD¿QDQFLDOPDUNHW
because all advantageous information will already 
EHUHÀHFWHGLQWKHSULFHRIDVHFXULW\
Historically, there are few comparative 
WRROV IRU XVH LQ ¿QDQFLDO DQDO\VLV  &RPSDQLHV
vary in size, purpose, and industry.  However, the 
¿HOGRIDFFRXQWLQJKDVSURYLGHGXVZLWK¿QDQFLDO
ratios that have proved quite valuable in not only 
determining a company’s relative performance; 
they have also proved valuable in predicting 
future performance.  This paper will attempt to 
V\VWHPDWLFDOO\UHODWH¿QDQFLDOUDWLRVWRVKRUWWHUP
stock performance.  In this study I hope to succeed 
where others have failed.  Using an ordinary least 
VTXDUHV2/6UHJUHVVLRQ,ZLOODWWHPSWWR¿QGD
robust model for the prediction of short term stock 
prices.
I. Literature Review
For as long as people have been able to buy 
DQGVHOO¿QDQFLDOVHFXULWLHVWKHUHKDYHEHHQWKRVH
who have attempted to analyze the market in order to 
gain a competitive advantage over other investors. 
'XULQJWKHV¿QDQFLDOUDWLRVGHYHORSHGDVD
comparative tool for banks to assess their short term 
OHQGLQJ+RZHYHU¿QDQFLDODQDO\VWVVRRQOHDUQHG
that they could predict a company’s success with 
the same ratios.  Unfortunately, due to exogenous 
IDFWRUV ¿QDQFLDO UDWLRV QHYHU GHYHORSHG LQWR D
general theory for predicting company success. 
In fact, their value has been somewhat lost in the 
literature.  Financial ratios have been somewhat 
taken for granted as an aspect of analysis that 
everyone knows how to use effectively (Horrigan, 
-DPHV2+RUULJDQLQKLVODQGPDUNSDSHU
attempts to bring analysts back to their roots.  He 
proves through an empirical study that ratios and 
WKHIDFWRUVEHKLQGWKHPSOD\DVLJQL¿FDQWUROHLQ
WKHPDUNHWRYHUWKHORQJWHUP\HDUVRUPRUH
While Horrigan proves his thesis about 
WKHVLJQL¿FDQFHRIWKH¿QDQFLDOUDWLRVKHFDXWLRQV
against three problems that may arise with their use. 
7KH¿UVW SUREOHP LV GHFLGLQJZKLFKGLVWULEXWLRQ
¿QDQFLDO UDWLRV ZLOO WHQG WR IROORZ  'RHV HDFK
company in a given industry tend to have high cash 
holdings?  If this is the case, selection bias may be a 
SUREOHP+RUULJDQ$OVRWKHUHLVDGDQJHU
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of other statistical problems such as colinearity 
EHFDXVHPRVW¿QDQFLDOUDWLRVDUHFRUUHODWHGWRRQH
another in some way.  Finally, Horrigan says to 
incorporate time into the model as a way to allow 
the market to adjust to the new information in the 
ratios.  Horrigan recommends the use of indicator 
ratios such as the price-book and price-earnings 
ratio.  While Horrigan does make predictions as to 
which ratios may be the most valuable to a model 
to predict corporate success, he does not attempt 
WR WHVW KLV WKHRULHV  +H LV VDWLV¿HG LQ VKRZLQJ
general trends in ratios over a given industry and 
how they relate to general trends in the overall 
market.
In 1997, John H. Cochrane conducted an 
2/6VWXG\LQYROYLQJUDWLRV,QKLVVWXG\¶V¿QGLQJV
he shows dividend ratios are able to predict long-
run dividend growth and stock returns.  According 
WR KLV VWXG\ KLV ¿QGLQJV ZLOO HPSLULFDOO\ KROG
only over horizons longer than 5-10 years.  His 
¿QGLQJV DUH SDUWLFXODUO\ UHOHYDQW EHFDXVH WKH\
show that ratios aside from typical indicator ratios 
still can accurately predict the price of a security 
&RFKUDQH +HQHYHUFRQVLGHUVHDUQLQJV
per-share, price-earnings, or price-book ratio in 
his analysis, yet he gets valid results.
Like Horrigan, Jonathon Lewellan 
DWWHPSWV WR DVVHVV WKH PHULW RI XVLQJ ¿QDQFLDO
ratios.  Lewellan’s is the most recent attempt at 
¿QGLQJ D PRGHO WR SUHGLFW VWRFN SULFHV WKURXJK
¿QDQFLDO UDWLRV   &LWLQJ +RUULJDQ¶V DGYLFH
Lewellan uses the price-book ratio extensively in 
his study attempting to predict stock prices over a 
long term.  His model proved successful despite 
some statistical problems that resulted from his 
common denominator, share price (Lewellan, 
/HZHOODQ¶VVWXG\VKRZVWKDWUDWLRVDUHVWLOO
a valid tool for predicting stock prices in a more 
recent economic environment.  After the Enron 
scandal and others like it, it would have been 
quite possible that investors are no longer using 
the same strategies in determining which stocks 
to buy or sell.  Lewellan, himself, hypothesizes 
WKDWRWKHUIDFWRUVDVLGHIURPWUDGLWLRQDO¿QDQFLDO
ratios, such as moral integrity have an effect on 
stock price.  However, his study shows that even 
LQDQHFRQRP\SODJXHGE\VFDQGDO¿QDQFLDOUDWLRV
are still good indicators of what a company’s stock 
SULFHZLOOEHLQWKHIXWXUH/HZHOODQ
Other authors have tested several individual 
ratios against company success and have produced 
positive results.  Several of their ratios have proved 
to be more relevant than others.  It is these ratios 
that I will focus on for my own study.  
First, Andrew Bary discusses  the 
importance of the cash ratio (Total Cash/Total 
$VVHWV  ³&DVK HDUQLQJV ZLOO EHFRPH WKH NH\
PHDVXUH RI ¿QDQFLDO SHUIRUPDQFH IRU PDQ\
FRPSDQLHV´ %DU\    &DVK LV D QRQ
depreciable asset, and as such, is excellent for 
comparing earnings over long periods of time. 
Secondly, William H. Wiersema discusses 
the importance of the inventory turnover ratio
&RVW RI *RRGV 6ROG$YHUDJH ,QYHQWRU\ LQ KLV
article.  Wiersema suggests that a high inventory 
WXUQRYHU UDWLR LQGLFDWHV WKDW FDVK ÀRZ LV KLJK
and the business is thriving.  Wiersema does not 
directly relate the inventory turnover ratio stock 
returns.  Rather, he relates the inventory turnover 
ratio to several other factors that indicate speedy 
FDVKÀRZ7KHRUHWLFDOO\VSHDNLQJKLJKFDVKÀRZ
usually means the company is successful because 
they are actively using their cash, and they have 
the necessary cash to spend on new projects and 
investments.  Conversely, a low inventory turnover 
means that the company is not producing at its 
SRWHQWLDOOHYHORIHI¿FLHQF\:LHUVHPD
Thirdly, in a paper on predicting stock 
returns, Ruben Trevino acknowledges that the 
price-earnings ratio (Stock Price/Average Net 
,QFRPH LV KLJKO\ FRUUHODWHG ZLWK IXWXUH VWRFN
returns.  While the cash and inventory turnover 
ratios are fully objective measures of a company’s 
success, the price-earnings ratio is somewhat more 
subjective in that it provides a picture of investor 
FRQ¿GHQFHLQWKHFRPSDQ\7UHYLQR7KH
price earnings ratio provides some insight into 
how eager or over exuberant investors are to buy 
a given stock.  To test how his theory works over 
WLPH7UHYLQRXVHVFURVVVHFWLRQDOGDWDRYHUD¿YH
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\HDUSHULRG +H¿QGV WKDWDKLJKSULFHHDUQLQJV
ratio indicates that investors feel very good about 
the company’s direction.  They will therefore tend 
to invest more, and the demand for the stock will 
increase.
Finally, the payout ratio is examined 
by Robert D. Arnott in his article, “Surpirse! 
Dividends Yield Greater Returns.”  Arnott’s study 
¿QGV IXWXUH HDUQLQJV WHQG WR EH JUHDWHU ZKHQ
current dividend payout is greater.  The payout
ratio 7RWDO 'LYLGHQGV1HW ,QFRPH LV DQRWKHU
VXEMHFWLYHPHDVXUH RI ¿QDQFLDO VXFFHVV $UQRWW
tests payout ratios against earnings per share of 
stocks over 10 year periods between 1946 and 
  $UQRWW ¿QGV WKHUH LV D KLJK FRUUHODWLRQ
between increasing earnings per share and 
increasing payout ratios over this period of time. 
Obviously, as investors see a company tending 
to payout dividends; they will be more willing to 
LQYHVWLQWKHFRPSDQ\$UQRWW
:KLOHWKHUHDUHPDQ\PRUH¿QDQFLDOUDWLRV
examined in the literature, these few, in my opinion, 
are the most relevant.  They manage to capture a 
complete picture of a company’s projected future 
earnings while having very little relation between 
each other.  Too many of the studies suffer from 
high colinearity because their ratios are composed 
of similar factors.  For example, several authors 
would use both the cash and the current ratio in 
their studies.  While both ratios may be relevant, 
cash is a large element of the current ratio.  As the 
cash ratio increases, the current ratio must always 
increase as well.  Therefore, these variables have 
a large effect on one another and can skew the 
model.
  
II. Theoretical Model 
Conceptually, stock price has always been 
determined through trying to measure a stream of 
future earnings that a company may incur.  From 
this, the following general formula for the present 
value of a future earnings stream can be derived:
39HDUQLQJVVWUHDP ¤
 
n
t
t
t
r
E
1 1(
In this model, the present value of a future 
earnings stream is given as the sum of the future 
earnings (¤

n
t
tE
1
 RYHU D JLYHQ WLPH W  7KHVH
f u t u r e earnings are discounted to yield 
p r e s e n t values at a going interest rate.  In 
RUGHUWR¿QGWKHSULFHIRUDVLQJOHVKDUHRIVWRFNLW
is necessary to divide the equation by the total 
number of shares.  As the literature shows, there 
are indeed more conceptual elements to a stock 
price than simply a future earnings steam.  Because 
WKLVSDSHULVDWWHPSWLQJWR¿QGDUREXVWPRGHOLW
is necessary to consider all aspects of a stock price. 
Unfortunately, these other factors that affect stock 
SULFHVDUHQRWHDVLO\TXDQWL¿HG7KHUHIRUH,KDYH
a more complex equation that includes an element 
that I will entitle hype that will capture factors 
such as investor over exuberance or herding.  This 
new variable is intended to capture any factor 
other than earnings that will positively or 
negatively affect stock price. 
Share Price
t
=
@/(#
1(
[
1
sharesof
r
En
t
t
t¤
 
+\SH
Based on Bary’s article about the 
importance of cash as related to other ratios, 
the cash ratio 7RWDO &DVK7RWDO $VVHWV LV
WKHRUHWLFDOO\VLJQL¿FDQW+DYLQJDODUJHUHVHUYHRI
FDVKVLJQL¿HVDVWURQJFRPSDQ\IRUPDQ\UHDVRQV
In light of the theoretical model, the cash ratio will 
indicate increased future earnings.  Cash is the 
tool with which a company makes all purchases 
and all payments.  A large cash reserves ensure 
that a company will at least be able to survive in 
the short run.  Also a large reserve of cash may 
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indicate that a company is ready to expand by 
acquiring another company.  The problem with 
having too much cash lies in the economic concept 
of the opportunity cost.  Cash is a stagnant asset. 
There is no money to be made by just holding 
cash. The cash can probably be put to better use 
through investment or acquisition.  Due to these 
factors, increases in the cash ratio generally result 
in a higher future earnings stream which results in 
an increase in stock price.
The inventory turnover ratio (Cost 
RI *RRGV 6ROG$YHUDJH ,QYHQWRU\ DOVR FDQ
provide clues to company success.  The inventory 
turnover ratio shows how long inventory waits 
before being sold.  Like a high cash ratio, a high 
inventory turnover ratio in most cases, indicates 
an increased future earnings stream.  Therefore, 
as the inventory turnover ratio increases, future 
stock prices will increase as well.  Generally, 
companies want short periods between acquiring 
inventory and selling it.  This indicates higher sales 
and higher demand for the company’s product. 
An inventory turnover ratio that is too high can 
likewise be disadvantageous.  This can be a signal 
of deep discounting in order to generate sales 
UHVXOWLQJLQORZHUSUR¿WV$OVRDKLJKLQYHQWRU\
turnover ratio could be a signal of carelessness 
in the manufacturing process in order to move 
inventory through a system as fast as possible.
The price-earnings ratio (Stock Price/
1HW ,QFRPH LV DOVR LPSRUWDQW IRU LWV VXEMHFWLYH
qualities.  This ratio provides some clues about the 
second element of the theoretical model: hype.  As 
the literature demonstrated, as the price-earnings 
ratio goes up, investors will have increased 
FRQ¿GHQFH LQ WKHFRPSDQ\ 7KHVH LQYHVWRUVDUH
seeing an indicator of an increased future earnings 
stream.  An increased price earnings ratio indicates 
that investors are over-exuberant about the 
company’s stock.  Hence, the price of the stock 
will move higher due to the herding effect.  Also 
potential investors will mimic their exuberance 
and decide to also invest, further increasing the 
stock price.  This herding effect is a direct result 
of the hype variable in the theoretical model.
Finally, the payout ratio (Total Dividends/
1HW ,QFRPH PHDVXUHV ZKDW SURSRUWLRQ RI D
FRPSDQ\¶V SUR¿WV JHW SDLG RXW WR VKDUHKROGHUV
as dividends.  Generally, having enough excess 
income to pay dividends means that a company 
is doing quite well.  The issue of opportunity 
cost again makes itself evident with this ratio. 
As a company uses its income to pay back its 
shareholders, it does not have that money to 
“plow back” into the company for use on future 
projects.  The payout ratio is another measure of 
the second variable: hype.  As potential investors 
see an increase in the payout ratio, they will tend to 
buy that company’s stock so they too can reap the 
EHQH¿WVRILQFUHDVHGGLYLGHQGSD\RXW7KLVK\SH
drives up the demand for the stock; and likewise, 
the security’s price will increase.  
These are the ratios that will most 
effectively complete a robust model in that 
they do not introduce any colinearity between 
the independent variables.  Of course, many of 
these ratios vary across industries.  For example, 
the inventory turnover ratio in a manufacturing 
company will be much lower than the same ratio 
in a foods company.  This is simply due to the fact 
that producing manufactured goods takes longer 
than producing food related items.  The payout 
ratio is another ratio that varies across industries. 
Many technology companies refuse to payout any 
dividends while many older and well established 
companies will do so on a regular basis.  Due to 
this variance, I will control for industry sectors in 
my regressions.
III. Hypothesis
According to economic theory, changes 
in the cash, inventory turnover, price-earnings, 
and payout ratios should effectively predict future 
changes in stock prices.  I will attempt to mimic 
this framework using a series of ratios that the 
OLWHUDWXUH VD\V DFFXUDWHO\ UHÀHFW HLWKHU IXWXUH
HDUQLQJVRUK\SHVSHFL¿FDOO\WKHFDVKLQYHQWRU\
turnover, price-earnings, and payout ratios.   These 
ratios provide the clearest picture of a company’s 
strength while still eliminating statistical problems 
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such as colinearity.  Whereas Horrigan, Cochrane, 
DQG /HZHOODQ DWWHPSWHG WR XVH ¿QDQFLDO UDWLRV
over the longer periods, I will attempt to do so 
over a much shorter period. Because my results 
are timelier than those in other studies, they should 
be of greater value to investors.
IV. Empirical Model  
I will use the change in stock price over 
time as my dependent variable.  My independent 
variables will involve the cash ratio, the inventory 
turnover ratio, the price-earnings ratio, and the 
payout ratio.  Because my data is cross sectional 
WDNHQIURPH[DFWO\WKHVDPHWLPHSHULRGWKHUHLV
no need to control for the interest rate or other time 
sensitive information that may affect the price of 
a stock.  For example, a sharp increase in energy 
prices would tend to make some investors more 
apprehensive to invest in the market as a whole. 
Hence, stock prices will remain low.  However, my 
data is taken from the same time period in which 
each company should face the same factors and 
constraints.  Therefore, these exogenous problems 
DUH FRQWUROOHG IRU LQ WKHPRGHO  ,ZLOO ¿UVW XVH
the linear form to both express my regression. 
Also, recall the equation must control for industry. 
Therefore, I will create a dummy variable for the 
industry in which a particular company operates 
which will control for the differences in expected 
ratio values between industries.  This yields a base 
equation of Equation 1:
7KHLQKHUHQWSUREOHPLQWKLV¿UVWHTXDWLRQ
is that it does not take the magnitude of a ratio 
change into account.  This oversight presents a 
problem because the degree to which a change in 
a ratio affects a company may be different.  Given 
that a particular company that typically keeps the 
ratio at a certain level, a change in that ratio could 
EH VLJQL¿FDQWRU LQVLJQL¿FDQW )RUH[DPSOH LI D
company usually has high cash ratio, the company 
QHHGVWRJDLQDODUJHDPRXQWRIFDVKWRVLJQL¿FDQWO\
increase the ratio.  The problem can be addressed 
through the use of a linear-log functional form. 
7KLVIRUPLVFRPPRQO\FDOOHGWKH¿UVWGLIIHUHQFHV
form of a regression equation.  It shows the rate of 
change in each of the variables.
Equation 2 captures the effects of increased 
demand due to larger increases in a company’s 
ratio; however, in cases where companies 
typically have different ratios, it could well be 
WKDW WKH SHUFHQWDJH FKDQJH LQ UDWLRV LQÀXHQFHV
demand more than the simple change.  Therefore, 
¿UVW GLIIHUHQFHV DUH QHFHVVDU\ LQ WKH GHSHQGHQW
YDULDEOHDVZHOO(TXDWLRQ
Equation 1
Equation 2
Equation 3
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V. Data
My data will be a selection of 50 well
established companies taken from a variety of 
LQGXVWULHV7KHGDWDIRUWKH¿QDQFLDOUDWLRVZLOOEH
WDNHQIURP+RRYHUV2QOLQHZZZKRRYHUVFRP
whereas the data for the stock price at time: t will
EH WDNHQ IURP <DKRR )LQDQFH ¿QDQFH\DKRR
FRP $V , PHQWLRQHG HDUOLHU , ZLOO XVH FURVV
sectional data.  I will then run the three different 
regressions using ratios that are measured over the
three months prior to the ending stock price date. 
My time frame is the quarter ending September 
30, 2005.  Data are taken on September 30, 2005
as well as on June 30, 2005.  More explicitly,
the base stock price and ratios will be taken on
September 30, 2005, whereas the ratios and the 
VWRFNSULFHIURPWZLOOEHWDNHQIURP-XQH
2005.  I will then test how robust the equation is 
E\ H[DPLQDWLRQ RI WKH DGMXVWHG5VTXDUH ¿JXUH
Table 1 gives some summary statistics of the
data.
VI. Results
Unfortunately, my results did not yield 
any valuable information as far as the predictive
nature of stock prices.  I ran the three regressions
as described in my empirical model.  Each time, an 
extremely low adjusted R-square remained.  The 
results of the regressions are reproduced below in 
Table 2.1-2.3. 
Regression 1 failed outright; however,
Regression 2 showed some marked improvement. 
Regression 2 had a relatively higher R-square; 
however, it still remained too low to draw 
any conclusions.  Regression 3, the log-log 
transformation, had worse results than Regression 
2.  Also almost none of my variables proved to 
EHVLJQL¿FDQWDQGWKRVHWKDWGLGKDGDQLQFRUUHFW
VLJQRQWKHFRHI¿FLHQW
What can be said about this model?  Were
Horrigan, Cochrane, and Lewellan incorrect in
their analyses?  While my results are disappointing
as they contradict my theory, I am not entirely
disheartened.  There could be several viable
reasons for the failure of my model.  The number 
of data points I could achieve with my model was
limited.  Perhaps a greater number of companies 
would have yielded different results.  Perhaps the
time frame was too short.  Horrigan, Cochrane, 
and Lewellan all conducted studies over greater 
SHULRGVWKDQ¿YH\HDUV6HYHUDORWKHUUHVHDUFKHUV
decry any attempts to predict short term stock 
prices due to inherent short term volatility in the
market.  These researchers maintain that there are 
too many factors acting on a stock price over a short 
period of time to possibly express this information 
LQDVHWRIYDULDEOHV/HZHOODQ
These researchers may well be correct. 
My model does control for industry, however,
there a number of other factors that differentiated 
the companies in my model that could have 
come into play.  Also, several researchers say
that the sort of prediction I am attempting will 
only work in periods of expansionary monetary
policy because there will be a general increase 
in stock prices during these periods.  These same 
researchers contend that prices during periods of 
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Table 2.1: Regression 1
Variable Coefficient T-Statistic (Sigma) Significance
Dependent Variable
DSP01
Independent Variable(s)
DCash01 26.393 
DIT01 0.743 
DPE01 0.002 
DPO01 -0.366 
Tech 1.426 
Retail 2.327 
Food -0.224 
Omitted Variable
Manu n/a n/a
Adjusted R-Square -0.096
Table 2.2: Regression 2
Variable Coefficient T-Statistic (Sigma) Significance
Dependent Variable
DSP01
Independent Variable(s)
OQ'&DVK 0.002 
OQ',7 -1.208  *
OQ'3( 0.625 
OQ'32 -1.838  **
Tech 2.121 
Retail -0.215 
Food 1.874 
Omitted Variable
Manu n/a n/a
Adjusted R-Square 0.062
Table 2.3: Regression 3
Variable Coefficient T-Statistic (Sigma) Significance
Dependent Variable
OQ'63
Independent Variable(s)
OQ'&DVK -0.109 
OQ',7 -0.511  *
OQ'3( 0.259 
OQ'32 -0.56  *
Tech 0.621 
Retail -1.054 
Food -0.268 
Omitted Variable
Manu n/a n/a
Adjusted R-Square 0.039
The Park Place Economist, Volume XIV 103
Adam Turk
recessionary monetary policies investor habits 
somehow go awry (Cavaletti, 2004).   I am less 
willing to believe these researchers; however, my 
model certainly cannot dispute their claim.
VII. Conclusions and Future Research
I am unwilling to say that my model 
SURYHVDQHI¿FLHQWPDUNHWK\SRWKHVLVWKLVZRXOG
be a logical fallacy.  I will say that my model lends 
VXSSRUWWRWKHVWURQJIRUPRIWKHHI¿FLHQWPDUNHW
hypothesis in which all valuable information about 
a stock is already contained within the price.  A 
UHDVRQ WKDW QR ¿QDQFLDO LQIRUPDWLRQ LV UHÀHFWHG
in the change in stock price could certainly be 
WKDW WKH LQIRUPDWLRQ KDG DOUHDG\ EHHQ UHÀHFWHG
before my period of consideration.  A comparative 
study conducted using data derived from insider 
information would be more successful in 
GHWHUPLQLQJ LI LQIRUPDWLRQZDVDOUHDG\UHÀHFWHG
in a stock price.  Of course, this type of study is 
impossible because the data is unavailable.
Obviously future research is needed.  As 
an experiment, I ran the following regression:
The change past stock price proved to be highly 
VLJQL¿FDQW LQ GHWHUPLQLQJ WKH FKDQJH LQ FXUUHQW
stock price.  This implies that investors will change 
their investment strategy given an increase or a 
decrease in past stock prices.  This idea clearly 
needs to be followed with further research as does 
WKHLGHDRIHI¿FLHQWPDUNHWV%XWIRUQRZGXHWR
the poor results of my study, it is best for investors 
to assume that all information that is available to 
an outsider in a market will already be contained 
in a company’s stock price, and there is no real 
money to be made on investing in that company’s 
stock.
REFERENCES
Arnott, Robert D., and Clifford S. Asness.
“Surprise! Higher Dividends.” Financial
Analysts Journal, 2003, 59SS
Bary, Andrew. “A Giant Bargain.” %DUURQ¶V
2003, 83SS
Cavaletti, Carla. “Economic Expansion 
Predicted - but with Caveats.” Futures,
2004, 33SS
Chung, Richard, Michael Firth, and Jeong-
Bon Kim. “Auditor Conservatism and 
Reported Earnings.” $FFRXQWLQJ	
%XVLQHVV5HVHDUFK2003, 33SS
32.
Cochrane, John H. “Where is the Market 
Going? Uncertain Facts and Novel 
Theories.” (FRQRPLF3HUVSHFWLYHV
)HGHUDO5HVHUYH%DQNRI&KLFDJR
SS
Dhatt, Manjeet S., Yong H. Kim, and Sandip 
Mukherji. “Relations between Stock 
Returns and Fundamental Variables: 
Evidence from a Segmented Market.” 
$VLD3DFL¿F)LQDQFLDO0DUNHWV 1999, 
6SS
Horrigan, James O.  “The Determination of 
Long-Term Credit Standing    
with Financial Ratios.” Journal of   
 $FFRXQWLQJ5HVHDUFK, 1966, 4, pp. 44-62. 
Hovakimian, Armen, Tim Opler, and Sheridan 
Titman. “The Debt-Equity Choice.” 
-RXUQDORI)LQDQFLDO	4XDQWLWDWLYH
Analysis, 2001, 36SS
The Park Place Economist, Volume XIV104
Adam Turk
Hull, Robert M. “Leverage Ratios, Industry 
Norms, and Stock Price Reaction: An 
Empirical Investigation of Stock-for-Debt 
Transactions.” )LQDQFLDO0DQDJHPHQW
1999, 28SS
Lewellen, Jonathan. “Predicting Returns with 
Financial Ratios.” Journal of Financial 
Economics, 2004, 74SS
Minter, Charlie, and Marty Weiner. “A Simple 
Calculation.” %DUURQ¶V 2003, 83S
44.
Siegel, Jeremy J. “The Rise in Stock Valuations 
and Future Equity Returns.” Journal of 
,QYHVWPHQW&RQVXOWLQJ2002, 5SS
9-19.
Taylor, Patrick. “THE BIG PICTURE ON 
TECHNICAL ANALYSIS.” 6KDUHRZQHU
2004, 17SS
Tian, Gary Gang, Guang Hua Wan, and 
Mingyuan Guo.³0DUNHW(I¿FLHQF\DQG
the Returns to Simple Technical Trading 
Rules: New Evidence from U.S. Equity 
Market and Chinese Equity Markets.” 
$VLD3DFL¿F)LQDQFLDO0DUNHWV 2002, 
9SS
Trevino, Ruben, and Fiona Robertson. “P/
E Ratios and Stock Market Returns.” 
-RXUQDORI)LQDQFLDO3ODQQLQJ 2002, 
15SS
Wiersema, William H. “Inventory: How Much 
is Too Much?” Electrical Apparatus,
SS
